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While differences anvng the long-run alternatives for the aggre- 

gates shown i n  the blue book are a r i b t i c a l l y  4 1 ,  &mice of one or 

the other does depend i n  prt on the degree to which the Ccmnittee believes 

the greater risks t h i s  year and tenling into next l i e  on the side of mre 

inflation or on the side of inadequate real grmth. As the material pre- 

sented to the Ccannittee wries, this is a p r t i cu la r ly  difficult  period 

for lMking such judgmnts. 

t i on  was the main problem. 

real. growth was  evidently the problem. B u t  i n  the winter of 1986, there 

are mre conflicting tendencies, though a t  the m n t  scme may seem to be 

mre latent than manifest. 

In the f a l l  of 1979, it was clear that infla- 

In the f a l l  of 1982, the need t o  s t h l a t e  

The inflationary risks stem fran three sources: F i rs t ,  the 

potential for a sharp further drcp in the exchange value of the dollar 

s b u l d  the world a t  large be- notably less w i l l i n g  t o  finance cur 

large current account deficit.  

of fiscal restraint w i l l  break down in practice, adding mre to aggregate 

h n d  pressures than anticipated. And, third, as the unq loymnt  rate 

continues to drap either because prductivity i s  weak or  econonic grwth is 

strong or both, there is the question of whether we are not nearing the 

point where u p a r d  wage pressures, w i t h  feedback effects on prices, w i l l  

becane mre evident. 

offset, though only for a time, by the favorable effect on price irdexes 

and pcssibly inflationary expectations of a siqnifioant further decline 

i n  the oil  price should that develop and be passed through into retail 

prices. 

Secod, the p s i b i l i t y  that the process 

These sources of inflationary risk can of course be 
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Risks of unduly slow grmth would seem to be based on: 

p s i b i l i t y  that sulxtantial fiscal restraint w i l l  i n  fact  develop without 

a mre or less automatic mnpensatiq rise in private spending; the potential 

for adverse business attitudes should longer-term i n t e r e s t  rates still 

seenhigh i n  real t e r m  relative to real profit potential: a d  a p s i b l e  

adverse impact of debt burdens on consun-er and institutional behavior. 

These risks may be offset over the period Ahead by the positive effects 

on real dmestic demmd and on business attitudes of a sharp further drop 

i n  the dollar a d  a significant further drop i n  the oil price. 

the 

Of the longer-run alternatives presented, alternative 11, which 

erriDodies the highest g r h  ranges, my i n  this context be construed as mre 

consistent w i t h  a view that the risks of slcw grmth outweigh those of 

inflation. 

a resurgence of inflationary pressures because of the l m r  upper limits 

proposed for the M l  and M2 ranges. 

limits, and night be viewed as taking the q p r t u n i t y  of a sharp drop 

i n  the o i l  price to secure associated anti-inflationary gains, with 

constraints on real g r h ,  i f  any, relative to the nation's potential 

dependins on the extent of price decline and other developments. 

native I perhaps can be viewed as mre evenly balancing the risks of 

inflation as against econanic weakness. 

The other alternatives would represent m r e  restraint against 

Alternative 111 includes the lowest 

Alter- 

Given the uncertainties i n  the current econanic outlook, there 

would appear to be INI& to be said for avoiding sicpals that could be 

misinterpreted i n  either inflationary or deflationary directions in the 

market. 

adopted, and w i t h  the aggregates 60 far  this year currently runnirg within 

lb ranges of alternative I since they have already been tentatively 
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or  quite near the ranges, would seem to bear least risk of such i n t q r e t a t i o n  

problems. 

Alternative I as tentatively adopted, hmever, has an M l  rarqe 

that is the same w i d t h  as for M2 and M3. 

blue bk--including evidence that M l  my have be- m r e  interest 

sensitive than the broader aggregates--the Cannittee may wish to consider 

employing an M l  range that is brmder than for the other aggregates. 

3-1/2 to 7-1/2 percent range would be qnmtrical a r m d  the tentative 4 

to 7 percent M l  range, as  would the wider 3 to 8 p rcen t  range that is 

the fare as had been adopted for the second half of 1985. 

range would mre tend to damplay the role of M 1  i n  policy. Q1 the other 

hard, the one p i n t  rise entailed i n  the tentative upp?r l i m i t  could also 

raise some questions about the anti-inflationary thrust of mnetary 

plicy--tInugh that would prohbly be jud& against the volati l i ty of M 1  

in recent years. 

For the reasons noted in the 

A 

The la t te r  

Perhaps the prior question w i t h  respect to M l  is whether it should 

ke reduced to a mnitoring range or continue to have some weight i n  policy 

inplementation. 

properties was presented to, and discussed by, the Ccrrmittee a t  its kcember 

meting. 

explain a large part of the ah r ran t  Ml behavior i n  the 1982-1983 p e r i d  

and i n  1985 by respnsiveness to interest rate changes, so that its 

h n d  p r o p r t i e  have not been a c q l e t e  mystery. 

served w e l l  as  an indicator of future GNP i n  recent years--indeed i n  part 

because institutional change has made the aggregate mre  interest elastic 

than it had been ard also because in t e re s t  rates have undergone a relatively 

Recent evidence about M l  and its demard and indicator 

The evidence i n  my view is not entirely reassuring. W e  could 

Wever,  M 1  has not 
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sizable thwgh bumpy kwnward adjustrent i n  the transition tanmrd a nu& 

lower rate of inflation. 

Wi le  M l  i t s e l f  my have becane less reliable, a t  least i n  recent 

circumtances, that does nct necessarily man it is without s i m f i c a n t  value 

as a policy indicator when considered not in ard by i t se l f  but as one of 

three mnetary aggregates, i n c l u d i q  M2 a d  M3. 

efforts to determine the conditions under which M l  foreshadows naninal 

GW and when it doesn't. 

better job of foreshadowing GW *en it is concordant w i t h  behavior of M2 

and M3 (with F l 2  generally the mre sicpificant addition)--that is, when 

a l l  three aggregates are kehaving similarly relative to their recent trends 

Ml is nu& mre likely to presage future GNP behavior relative to its 

recent trend. This is of course true for M2 as w e l l .  

of the aggregates i n  other words appears to have nme sicpificance for 

future GNP behavior than any one aggregate separately. Of course even 

when Ml and M 2  are giving similar sicpals, there is still  considerable 

looseness in their  relationship to subsequent c$Jp mvements. However, 

on averacp over the past 15 years each aggregate has keen a sicpificantly 

better precursor of GNP when it is concordant w i t h  the other aggregate 

than when it diverges or than when tests are run without reference to 

behavior of the other aggregate. In the latter respect, i n  the 1980's 

so far s c m  tests show that M 2  has done a l i t t l e  tetter on its mn than 

Ml, but i n  the 1970's on average M l  did a l i t t le  better than M2. 

W e  have continued w i t h  

It dws a p m  that M1 does a significantly 

The collectivity 

These results--tentative as all results in this area must 

necessarily be i n  a period of institutional and econanic &arqe--suggest 

the desirability of retaining Ml along w i t h  other aggregates, w i t h  the 
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relative weight of the aggregates i n  @icy iqlementation largest when 

Ml an3 M2 are giving similar siqals,judged of c a m e  in  the context of 

other econonic and financial develcpnents. 

i n  l ine with hw the C a m i t t e e  in effect has been treating Ml over the 

past three years or  so. 

Such an appoa& seam generally 




